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Liquidity cost represents one kind of the market frictions in the real world. It 
challenges the traditional asset pricing theories based on some ideal hypotheses. Early 
research focused on the relation between the level of liquidity and asset returns, in 
other words, liquidity premium. Recent research paid more attention to the relation 
between liquidity risk and asset returns, in other words, liquidity risk premium. The 
notion of liquidity premium tells us, expected illiquidity positively affects ex ante 
stock excess return, while stock returns are negatively related over time to 
contemporaneous unexpected illiquidity. Unexpected illiquidity is the 
contemporaneous realized illiquidity, standing for both the contemporaneous   
illiquidity shocks and the illiquidity innovations gained. Pricing illiquidity leads to an 
initial negative relation between returns and illiquidity shocks, and this relationship 
reflects market’s response to the contemporaneous illiquidity innovations. 
This paper researches the relation between unexpected illiquidity and asset 
returns systematically. I adopt panel model to compare the influence of expected 
illiquidity and unexpected illiquidity on asset returns in different conditions. In 
addition, I center on whether investors can construct investment portfolios to exploit 
the price adjustments to the illiquidity shocks based on the contemporaneous 
illiquidity innovations.  
Although the issues discussed in this paper are limited to the notion of liquidity 
premium, in the new situation that the reform of non-tradable shares is being 
advanced and short-sales constraints have been removed, to study the changes in 
liquidity premium becomes necessary. What’s more, existing researches on liquidity 
premium at home and abroad focus on the entire illiquidity or expected illiquidity. On 
the contrary, this study is based on unexpected illiquidity and links unexpected 
illiquidity and market efficiency. So this paper is innovative to some extent. 
The results show that in the Shanghai A-share market, the influence of expected 
and unexpected illiquidity on asset returns is different in the bull market from that in 
the bear market. In the bear market, unexpected illiquidity plays a major role, which 
affirms the significance of this study to focus on unexpected illiquidity. I also find that 
the market’s response to illiquidity innovation is insufficient. The price adjustments to 
reflect realized illiquidity is too slow. The Shanghai A-share market which provides 















advise decision-makers to improve market liquidity and market efficiency and forms 
the theoretical basis of arbitrage for investors. 
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